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The size and scope of the exchange-traded fund (ETF) 
market has grown significantly over the past decade. 
Globally, ETF assets under management (AUM) accelerated 
from US$1.4 trillion in 2010 to US$6.8 trillion as of 
September 30, 2020.1 Today, over 375 issuers offer more 
than 8,500 ETFs.2 


Many players help support the arbitrage mechanism that 
enables ETFs to operate efficiently. In this Policy Spotlight, 
we examine the role of authorized participants (APs)—the 
financial institutions that work with ETF issuers to create 
and redeem ETF shares—to understand how these 
institutions support the ETF ecosystem in “normal” markets 
as well as in periods of increased volatility. 


ETFs trade in two markets 


The structure of ETFs is unique because it combines 
features of mutual funds and stocks. Like mutual funds, 
ETFs are pooled investment vehicles that offer access to a 
broad mix of stocks, bonds or other assets. Unlike mutual 
funds, however, ETF investors don’tinteract directly with 
the fund sponsor when buying or selling shares. Instead, 
they generally trade existing ETF shares with each other 
during market hours, on an exchange or over-the-counter 
(OTC)—just like trading stocks. The majority of ETF trading 


Figure 1: An illustration of the ETF ecosystem 


occurs in this “secondary” market. Aseparate, “primary” 
market involves APs transacting with ETF issuers to create 
or redeem ETF shares based on market demand. Individual 
investors do not directly participate in the primary market. 


The role of APs 


An AP is a financial institution, often a bank, that may 
transact inthe primary market with the ETF issuer to create 
or redeem shares of the ETF. The creation and redemption 
processes adjust the number of ETF shares outstanding 
and help keep an ETF’s price in the secondary market 
aligned with the value of its underlying securities. Each AP 
has an agreement with the ETF’s sponsor that gives it the 
right (but not the obligation) to create and redeem ETF 
shares. APs may act on their own behalf or on behalf of 
market participants and are not compensated by ETF 
sponsors. 


When demand for ETF shares exceeds the supply of shares 
available in the secondary market, APs work with ETF 
issuers to create additional shares. This transaction 
generally occurs when an AP delivers a “creation basket” (a 
bundle of securities that the ETF issuer will accept in 
exchange for new shares of the ETF) along with a cash 
balancing amount, which together equal the net asset value 


US$ US$ 
ETF SHARES FE | 
(Secondary Market) —— —— 
Buyers ETF Shares Exchanges ETF Shares Sellers 
— — Creation N 
* Redemption a Market Makers 
| Tne. PEO, 
ly iY 
UNDERLYING ETF Authorized Participants Underlying 
Securities 
SECURITIES BASKET SLES 


(Primary Market) 


For illustrative purposes only 


L — 


| 


iShares. 000 5 


TELTTETTTITTTLIT] 


The opinions expressed are as of December 16, 2020 and may change as subsequent conditions vary. 


blackrock.com/publicpolicy 


December 2020 | Public Policy | Policy Spotlight 





of the fund.? In return, the ETF issuer will deliver new 
shares of the ETF to the AP. The AP can then sell the ETF 
shares to investors in the secondary market. 


When there are too many ETF shares outstanding (supply is 
exceeding demand), an AP may initiate a redemption and 
return ETF shares to the ETF issuer. To do this, the AP must 
deliver ETF shares—either obtained from inventory or 
purchased in the secondary market—to the ETF issuer and 
in return, the ETF issuer gives the AP a “redemption basket” 
(a pre-specified basket of the ETF’s underlying securities) 
along with a cash balancing amount, which together equal 
the net asset value of the fund.* 


If the price of an ETF share deviates from the value of its 
underlying securities, an AP may have an economic 
incentive to create or redeem ETF shares. For example, if 
the price of an ETF is greater than the value the ETF’s 
basket of underlying securities (i.e., the ETF is trading a 
“premium”), an AP could profit by creating new ETF shares. 
Specifically, the AP could buy the underlying securities, 
deliver them to the ETF issuerto create new shares of the 
ETF, then sell the ETF shares for a profit. Likewise, if the 
market price of the ETF is less than the value of its 
underlying securities (i.e., the ETF is trading at a 
“discount”), an AP could buy shares of the ETF and redeem 
them with the issuer in exchange for the ETF’s underlying 
securities, which could then be sold in the market for a 
profit. This “arbitrage mechanism” helps keep the ETF’s 
price in line with the value of its underlying holdings. 


An analysis of the AP universe 


The U.S. Securities and Exchange Commission (SEC) 
requires funds registered under the Investment Company 
Act of 1940 to file Form N-CEN disclosures annually. The 
disclosures, which are filed on a fund by fund basis, include 
detailed information about the APs with which ETFs 
interact.2 Using these publicly available disclosures, we 
have analyzed the robustness of the U.S. AP universe.® 


What we find is that most ETFs are supported by numerous 
APs. On average, U.S.-domiciled ETFs have 27 APs, five of 
which are “active” APs (Figure 2). An AP has an effective 
agreement in place with an ETF issuer, even if the AP does 
not regularly create or redeem ETF shares, while an active 
AP has created or redeemed shares of an ETF within the 
fund’s most recent fiscal year. 


Not all APs are active at the same time. For example, some 
institutions may complete formal paperwork to become an 
AP so they can participate when there is an economic 
incentive to do so, suchas with the arbitrage mechanism 
described earlier. The ability of multiple APs to create and 
redeem increases resiliency and helps ensure vibrant 
competition that helps closely align the market price of an 
ETF with the value of its underlying holdings. If an AP were 
to step away due to operational or other reasons, another 


AP can step into execute creation and redemption activity, 
even if they haven't been active in the fund previously. 


Figure 2: APs for U.S.-domiciled ETFs 
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Source: BlackRock analysis of Form N-CEN data with report ending periods from January 
1, 2019 to December 31, 2019. 


Funds with higher AUM typically have higher trading 
volumes” and tend to be supported by a greater number of 
APs than funds with lower AUM (Figure 3). However, even 
smaller ETF issuers engage with multiple APs (Figure 4). 


Figure 3: Average APs by ETFAUM 
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Source: Bloomberg, BlackRock analysis of Form N-CEN data with report ending periods 
from January 1, 2019 to December 31, 2019. 


Figure 4: Number of APs by select ETF issuers 
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Source: Bloomberg, BlackRock analysis of Form N-CEN data with report ending periods 
from January 1, 2019 to December 31, 2019. This analysis is conducted on an annual 
basis. AUM as of March 27, 2020. 
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Figure 5: Average APs for fixed income ETFs by sector 
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Source: Markit, BlackRock analysis of FormN-CEN datawith report ending periods from January 1, 2019 to December 31, 2019. 


Some asset classes require specialized trading 
infrastructure and/or expertise, which can resultin fewer 
APs that are equipped to support these funds. Even with 
more complex products, like municipal bond ETFs, there 
are multiple active APs (Figures 5 and 6). 


Figure 6: Average APs by asset class 
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Figure/: Gross creation and redemption 
activity by AP 
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Source: BlackRock analysis of Form N-CEN data with report ending periods from 
January 1, 2019 to December 31, 2019. 


The breadth of the AP universe should assuage concerns 
that ETFs rely too heavily on a limited number of 
institutions. Indeed, total creation and redemption activity 
is spread across dozens of APs. In total, 37 APs created and 
redeemed shares over the reporting period.8 Importantly, 
the AP with the highest percentage of activity accounted for 
less than one-quarter of all ETF creations and redemptions 
by US dollar value (Figure 7). 


AP participationin March 2020 


The heightened volatility in March 2020 demonstrated the 
resiliency of the ETF model. AP participation in iShares ETFs 
was broad, with 22 and 24 different APs creating and 
redeeming shares in Europe and the US, respectively, during 
the month of March.9 


This level of engagement from APs was not unique to 
iShares ETFs. According to a report from the Investment 
Company Institute (ICI), “[rlather than stepping away in a 
crisis period as some have predicted, more APs, on average, 
stepped up to facilitate the higher level of primary market 
activity in the March 2020 stress period compared to the 
March 2019 normal period.”ł0 ICI’s analysis, which was 
conducted using data from a member survey, illustrates how 
APs continued to participate in the ETF ecosystem despite 
the market uncertainty.!4 


For example, the ICI found that an ETF had, on average, two 
APs per day that conducted creations and redemptions of 
ETF shares, somewhat higher than the daily average of 1.6 
active APs per ETF in the March 2019 normal period (Figure 
8). This step-up in activity was consistent across ETFs of all 
sizes and most asset classes (Figure 9 and Figure 10). 
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Figure 8: Daily average number of active APs 
per ETF, March 11-March 29, 2019, and March 
9-March 27, 2020 by week 
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Source: Report of the Investment Company Institute's COVID-19 market impact working 
group, Experiences of US Exchange-Traded Funds During the COVID-19 Crisis,” 
available at: https:/Aww.ici.org/pdf/20_rpt_covid 2. pdf 


Figure 9: Daily average number of active APs 
per ETF, March 11-29, 2019, and March 9-27, 
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Conclusion 


The breadth of the AP universe, as well as the evidence on 
AP participation from the latest stress test of the ETF 
ecosystem in March 2020, should alleviate any concerns 
that ETFs rely too heavily on a limited number of 
institutions, or that APs step away during a crisis. 


We commend the SEC for the measures they have taken to 
increase transparency into AP participation through Form 
N-CEN disclosure requirements. The clarity this 
information provides is instrumental in fully understanding 
the level of engagement between ETFs and APs. However, 
this data is exclusiveto U.S.-listed ETFs. While BlackRock 
regularly shares data on AP activity with European 
regulators, we believe that consideration should be given to 
making this data available on a more systematic basis. We 
recommend the appropriate authorities implement a 
disclosure regime in Europe (which includes data 
comparable to that collected on SEC Form N-CEN in the 
U.S.) to make information on AP participation available on 
an annual basis. We believe that increased transparency 
into this part of the European ETF ecosystem would be 
beneficial to both regulators and investors. 


Figure 10. Daily average number of active APs per ETF, March 11-29, 2019, and March 9-27, 
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Endnotes 


1. Source: BlackRock, Bloomberg, Markit. As of October 30, 2020. 

2. Source: BlackRock, Bloomberg, Markit. As of October 30, 2020. 

3. ETF issuers determine the contents of the creation basket prior to the start of each trading day, modifying throughout the day as needed. Securities delivered may be a full replication 
or representative sample of the underlying index, subject to acceptance by the ETF issuer. Cash is accepted in -lieu of securities in certain funds or under limited circumstances. 


4. Like a creation basket, the “redemption basket” is a pre-determined bundle of securities that represents the underlying index. ETF issuers determine the contents of the redemption 
basket prior to the start of each trading day, modifying throughout the day as needed. Securities delivered may be a full re plication or a representative sample of the underlying index, 
as determined by the ETF issuer. 


5. Additional information on Form N-CEN available at https://www.sec.gov/files/formn -cen.pdf 

6. Form N-CEN filings are filed on a fund-by-fund basis within 75 days of a fund's fiscal year-end. Form N-CEN data inthis paper captures forms with report ending periods from 
January 1, 2019 to December 31, 2019. Form N-CEN filings are available electronically through EDGAR https:/Awww.sec.gov/edgar.s htm! 

T. BlackRock analysis of Bloomberg data. 

8. Source: BlackRock analysis of Form N-CEN data with report ending periods from January 1, 2019 to December 31, 2019. 

9. Source: BlackRock. As of March 31, 2020. 

10. Source: Report of the Investment Company Institute's COVID-19 market impact working group, “Experiences of US Exchange-Traded Funds During the COVID-19 Crisis,” availabk at 
https://www.ici.org/pdf/20_rptcovid 2. pdf 


11. “Twenty-three ETF sponsors responded with information on 1,205 ETFs registered underthe Investment Company Actwith a total of US$3.4 trillion in assets as of March 2020. 
Survey respondents represented 58 percent of the total number of ETFs and 92 percent of assets at the end of March 2020.” Source: Report of the Investment Company Institute's 
COVID-19 market impact working group, “Experiences of US Exchange-Traded Funds During the COVID-19 Crisis, ‘available at. https://www.ici.org/pdf/20_rpt_covid 2. pdf 
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This publication represents the regulatory and public policy views of BlackRock. The opinions expressed herein are as of December 2020 and are subject to change at any time due to 
changes in the market, the economic or regulatory environment or for other reasons. The information herein should not beconstrued as sales material, research or relied upon in making 
investment decisions with respect to a specific company or security. Any reference to a specific company or security is for illustrative purposes and does not constitute a recommendation 
to buy, sell, hold or directly invest in the company or its securities, or an offer or invitation to anyone to investin anyfunds, BlackRock or otherwise, in any jurisdiction. There is no guarantee 
that any forecasts madewill come to pass. Reliance upon information inthis material is at the sole discretion of the reader 


In the US., this material is available for public distribution. Inthe UK, until 31 December 2020, issued by BlackRock Advisors (UK) Limited, authorised and regulated by the Financial 
Conduct Authority. Registered office: 12 Throgmorton Avenue, London, EC2N 2DL. Tel: +44 (0)20 7743 3000. Registered in England and Wales No. 00796793. For your protection, 
telephone calls are usually recorded. Please refer to the Financial Conduct Authority website fora list of authorised activities conducted by BlackRock. From 1 January 2021, in theevent 
the United Kingdom and the European Union do not enter into an arrangement which permits United Kingdom fims to offer and provide financial services into the European Economic 
Area, the issuer of this material is: (iii) BlackRock Advisors (UK) Limited for all outside of the European Economic Area; and (iv) BlackRock (Netherlands) B.V. forin the European Economic 
Area, BlackRock (Netherlands) B.V. isauthorised and regulated by the Netherlands Authority for the Financial Markets. Registered office Amstelplein 1, 1096 HA, Amsterdam, Tel: 020 - 
549 5200, Tel: 31-20-549-5200. Trade Register No. 17068311 For your protection telephone calls are usually recorded.In the EEA, issued by BlackRock (Netherlands) BV: Amstelplan 
1, 1096 HA, Amsterdam, Tel: 020 - 549 5200, Trade Register No. 17068311. BlackRock is a trading name of BlackRock (Netherlands) BV. For qualified investors in Switzerland, this 
material shall be exclusively made available to, and directed at, qualified investors as defined in the Swiss Collective Investment Schemes Act of 23 June 2006, as amended. In Australia, 
issued by BlackRock Investment Management (Australia) Limited ABN 13 006 165 975, AFSL 230 523 (BIMAL). This material is nota securities recommendation or an offer or 
solicitation with respect to the purchase or sale of any securities in any jurisdiction. The material provides general information only and does not take into account your individual 
objectives, financial situation, needs or circumstances. Before making any investment decision, you should therefore assess whether the material is appropriate for you and obtain financial 
advice tailored to you having regard to your individual objectives, financial situation, needs and circumstances. BIMAL itsofficers, employees and agents believe that the information in 
this material and the sources on which itis based (which may be sourced from third parties) are correct as at the date of publication. While every care has been taken in the preparation of 
this material, no warranty of accuracy or reliability is given and no responsibility for theinformation is accepted by BIMAL its officers, employees or agents. Any investment is subject to 
investment risk, including delays on the payment of withdrawal proceeds and theloss of income or the principal invested. While any forecasts, estimates and opinions in this material are 
made on a reasonable basis, actual future results and operations may differ materially from the forecasts, estimates and opinions set out in this material. No guarantee as to the repayment 
of capital or the performance of any product or rate of return referred to in this material is made by BIMAL or any entity in the BlackRock group of companies. In Singapore, this is issued by 
BlackRock (Singapore) Limited (Co. registration no. 200010143N). In Hong Kong, this material is issued by BlackRock Asset Management North Asia Limited and has not been reviewed 
by the Securities and Futures Commission of Hong Kong. In South Korea, this material is for distribution to the Qualified Professional Investors (as defined in the Financial Investment 
Services and Capital Market Act and its sub-regulations). In Taiwan, independently operated by BlackRock Investment Management (Taiwan) Limited. Address: 28F., No. 100, Songren Rd., 
Xinyi Dist., Taipei City 110, Taiwan. Tel: (02)23261600. In Japan, this is issued by BlackRock Japan. Co., Ltd. (Financial Instruments Business Operator: The Kanto Regional Financial 
Bureau.License No3/5, Association Memberships: Japan Investment Advisers Association, the Investment Trusts Association, Japan, Japan Securities Dealers Association, Type Il Financial 
Instruments Firms Association.) For Professional Investors only (Professional Investor is defined in Financial Instruments and Exchange Act). In China, this material may not be distributed 
to individuals resident inthe Peoples Republic of China PRC’, for such purposes, excluding Hong Kong, Macau and Taiwan) a entities registered in the PRC unless such parties have 
received all the required PRC government approvals to participate in any investment or receive any investment advisory or investment management services. For Other APAC Countries, 
this material is issued for Institutional Investors only (or professional/sophisticated /qualified investors, as such term may apply in local jurisdictions) and does not constitute investment 
advice or an offer or solicitation to purchase or sell in any securities, BlackRock funds or any investment strategy nor shall any securities be offered or sold to any person in any jurisdiction 
in which an offer, solicitation, purchase or sale would be unlawful under the securities laws of such jurisdiction. In Latin America, for institutional investors and financial intermediaries only 
(not for public distribution). This material is for educational purposes only and does not constitute investment advice or anoffer or solicitation to sell or a solicitation of an offer to buy any 
shares of any fund or security and itis your responsibility to inform yourself of, and to observe, all applicable laws and regulations of your relevant jurisdiction. If any funds are mentioned a 
inferred in this material, such funds may not be registered with thesecurities regulators in any Latin American country andthus, may not be publicly offered in any such countries. The 
securities regulators of any country within Latin America have not confirmed the accuracy of any information contained herein Investing involves risk, including possible loss of principal. 
The contents of this material are strictly confidential and must not be passed to any third party. In Mexico if any funds, securities or investment strategies are mentioned orinferred in this 
material, such funds, securities or strategies have not been registered with the National Banking and Securities Commission (Comision Nacional Bancaria y de Valores, the “CNBV”) and 
thus, may not bepublicly offered in Mexico. The CNBV has not confirmed the accuracy of any information contained herein. Theprovision of investment management and investment 
advisory services is a regulated activity in Mexico, subject to strict rules, and performed under the supervision of the CNBV. BlackRock Mexico, S.A. de C.V.,Asesor en Inversiones 
Independiente (“BLKMX’) is a Mexican subsidiary of BlackRock, Inc., registered with the CNBV as an independent investment advisor under registration number 30088-001-(14085)- 
20/04/17, and as such, authorized to provide Investment Advisory Services. BlackRock México Operadora, S.A. de C.V., Sociedad Operadora de Fondos de Inversion (‘BlackRock MX 
Operadora” and together with BLKMX, “BlackRock México”) are Mexican subsidiaries of BlackRock, Inc., authorized by the CNBV. For more information on the investment services offered 
by BlackRock Mexico, please review our Investment Services Guide available in www.BlackRock.com/m«x. Reliance upon informationin this material is at your sole discretion. BlackRock 
México is not authorized to receive deposits, carry outintermediation activities, or act as a broker dealer, or bankin Mexico. Further, BlackRock receives revenue in theform of advisory fees 
for our mutual funds and exchange traded funds and management fees for our collective investment trusts. 


©2020 BlackRock, Inc. All Rights Reserved. BLACKROCK is a registered trademark of BlackRock, Inc. All othertrademarks are those of their respective owners. 
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